MOTIVATION
A major motivation for accounting research is providing evidence on how earnings is useful to a wide range of users in making economic decisions. Of particular interest over the last decade has been the issue of the quality of accounting reports, particularly the quality of earnings. For instance, in September 1998, Arthur Levitt, then Chairman of the Securities and Exchange Commission (SEC), presented "The Numbers Game" topic at New York University and called attention to an escalating problem with the quality of financial reporting in filings with the SEC. This topic received a great deal of attention over the next several years and is an important issue today because of the reliance of both U.S. and non-U.S. capital markets on credible financial reporting. The question of earnings usefulness is of major importance to users of financial information as well as to practitioners, regulators, and accounting researchers since earnings is widely believed to be the premier information item provided in financial statements (Lev 1989) . Schipper and Vincent (2003) Conceptual frameworks of other accounting standard-setters such as International Accounting Standard Board (IASB) and Accounting Standard Board (ASB) also point to decision usefulness as the benchmark for assessing effectiveness. The objective of IASB's framework is to provide information about the financial position, performance, and changes in financial position of an enterprise that is useful to a wide range of users in making economic decisions. Teets (2002) documents three distinct sets of decisions that affect the quality of earnings: (1) decisions made by standard setters, (2) choices made by management about which accounting methods should be chosen from a set of acceptable alternatives, and (3) judgments and estimates made by management in order to implement the chosen alternatives.
2 Besides the three factors, several international studies (e.g., Ali and Hwang 2000; Ball et al. 2000; Hung 2001; Leuz et al. 2003; Ashbaugh and LaFond 2003; DeFond et al. 2004; Fulkerson et al. 2004) reveal that a number of important differences in the properties of earnings among countries are shaped by the extent of legal protection afforded outside investors from expropriation by controlling shareholders or managers.
This study attempts to explore the relationship between cross-country differences in the quality of reported earnings (proxied by four accounting-based earnings attributes) and investor protection. Definitions of earnings quality and investor protection, the importance of a linkage between them, and the contribution of this study are described as follows.
What is earnings quality?
"Quality of earnings" is a multidimensional concept and there is no agreed-upon definition in the literature. Schipper and Vincent (2003) define the quality of earnings as the extent to which reporting earnings faithfully represent Hicksian income. 3 Since the Hicksian income is unobservable, Schipper and Vincent (2003) consider three earnings quality constructs: 2 Teets (2002) documents that earnings management is a concept related to earnings quality, but clearly not synonymous. Earnings management activities can affect quality of earnings on each of these three dimensions. 3
Financial Accounting Standard Board (FASB) (1980) documents that representational faithfulness means "correspondence or agreement between a measure or description and the phenomenon that it purports to represent" (See FASB Concept No. 2, para. 63) . Hicks (1939) defines "Hicksian: income as the amount that can be consumed (that is, paid out as dividends) during a period, while leaving the firm equally well off at the beginning and the end of the period. With this concept, high earnings quality occurs when earnings are closer to Hicksian income. persistence; predictive ability; and the time-series variance of earnings as measure of earnings quality. 4 These constructs are consistent with the Conceptual Framework which suggests that earnings quality might be assessed by some combination of persistence, predictive ability, and variability of earnings 5 (Schipper and Vincent 2003) .
The empirical literature has developed certain measures of earnings quality. Appendix 1 describes how prior research studies define and measure quality of earnings. Studies such as Dechow and Dichev (2002) , Balsam et al. (2003) , Francis et al. (2003) , and Myers et al. (2003) use accruals quality to draw conclusions about earnings quality and view earnings to be of higher quality if accruals quality is high. 6 Dechow and Dichev (2002), Beneish and Vargus (2002) , Penman and Zhang (2002) , and Richardson (2003) view earnings to be of higher quality when earnings is more persistent. Mikhail et al. (2003) define earnings quality as the extent to which a firm's past earnings is associated with its future cash flows, where high earnings quality occurs when a firm's earnings has high predictability. Some studies such as Lang et al. (2003) and Ball and Shivakumar (2004) view earnings to be of higher quality when it has less earnings management and more timely recognition of bad news. As discussed more fully in Section 3, this study uses the following earnings attributes as indicators of earnings quality: (1) accruals quality, which refers to the extent to which accruals shift or adjust the recognition of cash flows over time so that the adjusted number (earnings) measures firm performance and predicts future 4
The time-series variance of earnings are (1) the relations among cash, accruals, and income, (2) the correspondence to relevance, reliability, and comparability, and (3) the effects of implementation decisions (e.g., unintentional estimation errors in accruals and intentional accruals manipulations). 5
The variability of earnings refers to the time-series variance of earnings which are the relations among cash, accruals and income, the correspondence to relevance, reliability, and comparability, and the effects of implementation decisions (e.g. unintentional estimation errors in accruals and intentional accruals manipulations). 6
Accruals quality refers to the extent to which accruals map into the related cash flow realization, where a high match signifies high accruals quality (Dechow and Dichev 2002). earnings and cash flows, (2) earnings persistence, which refers to the extent to which an innovation (unexpectedness) in the earnings series causes investors to revise their future earnings expectations 7 (Kormendi and Lipe 1987; Lev 1989) , (3) earnings predictability, which refers to the ability of earnings to predict itself, and (4) earnings smoothness, which refers to the use of accruals to smooth earnings. In this study, higher quality of earnings occurs when firm has (1) high accruals quality that shifts or adjusts the recognition of cash flows over time so that the adjusted earnings better measures firm performance and better predicts the future earnings and cash flows, (2) persistent components embedded in earnings that are sustainable, (3) high earnings predictability that past earnings can predict future earnings very well, 8 or (4) less earnings smoothness that firm's management has not engaged in smoothing practices.
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Evaluating the quality of earnings helps the financial statement users make judgments about the "certainty" of current income and the prospects for the future (Deloitte & Touche 2004) . The following describes benefits of high quality of earnings:
Financial information user perspective
Financial statements provide "actual" firm performance and high quality financial information that will be of real value to investors (Ricol 2004) .
Business decisions are improved as financial information users receive "true" firm performance for their decision making. For example, better accounting information helps 7 Unexpected earnings consists of "persistent" and "transitory" components. Earnings persistence affects expectations of future earnings and cash flows while transitory earnings does not affect expectations. 8
Since earnings predictability refers to the ability of past earnings to predict future earnings (Lipe 1990) , it is linked to a specific task, and is a decreasing function of the variance of earnings innovations. Hence, there is a possible contradiction between the persistence and predictive ability of earnings (i.e. earnings that are of high quality on the persistence dimension may be of low quality on the predictive ability dimension). 9
Management can engage in earning smoothing practices by introducing transitory components to the income series in order to decrease time-series variability and increase earnings predictability (Schipper and Vincent 2003) . In addition, Former SEC Chairman Arthur Levitt (1998) holds that managers smooth earnings because they believe investors prefer smoothly increasing earnings.
investors and managers identify and distinguish between good and bad opportunities for investing financial capital and increasing the productivity of assets in place (Bushman and Smith 2001) .
Investment perspective
High quality earnings supports the development of capital markets, an especially important goal in emerging economies, in the European Union, and elsewhere. When the public is not confident in the financial reporting process or in the financial information released as part of that process, they are discouraged from making investments. This, in turn, prevents capital market growth (Ricol 2004 ).
High quality earnings supports higher economic growth as it increases the credibility of financial information which is directly linked to economic development (Ricol 2004 ).
High quality earnings results in lower cost of capital as it reduces information risk that is associated with decreased cost of equity and increased trading. An increase in earnings opacity is linked to an increase in the cost of equity and a decrease in trading in the stock markets (Bhattacharya et al. 2003) .
Greater willingness on the part of investors to invest across borders. When investors are confident with a firm's earnings quality in a country, they invest more for securities in that country.
Accounting standard setting perspective
High quality earnings supports more efficient allocation of resources as it provides financial information that will be of real value to policy makers (i.e. the accounting profession, regulators, and financial institutions) who are faced with making decisions on how to allocate both financial and personal resources to aid economic development (Ricol 2004 ).
High quality earnings supports the objective of conceptual frameworks in providing useful information such as a firm's performance to financial accounting users.
What is investor protection?
Investor protection is defined as the protection of outside investors by the enforcement of regulations and laws (Shleifer and Wolfenzon 2002) or as a key institutional factor affecting firm policy choices such as shareholder voting rights and financial system policies La Porta et al. 2000) . La Porta et al. (2000) indicate that protected shareholder rights include those to receive dividends on pro-rata terms, to vote for directors, to participate in shareholders' meeting, to subscribe to new issues of securities on the same terms as the insiders, to sue directors or the majority for suspected expropriation, and to call extraordinary shareholders' meeting. If there is no investor protection, insiders can steal a firm's profits by manipulating accounting numbers. For example, insiders can use their financial reporting discretion to (1) overstate earnings and conceal unfavorable earnings realizations (i.e., losses) that would prompt outsider interference, and (2) understate earnings in years of good performance by creating reserves for future periods, effectively making reported earnings less variable than the firm's true economic performance (Leuz et al. 2003) . 10 Hence, investors should understand the differences in laws and the effectiveness of investors' enforcement across countries in order to protect their rights and make sure that the returns on their investments will not be expropriated by the controlling shareholders or managers (La Porta et al. 2000) . The following are benefits of high investor protection:
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The term "insiders" is referred to both managers and controlling shareholders (La Porta et al. 2000) .
Financial markets
Investor protection encourages the development of financial markets. When investors are protected from expropriation, they pay more for securities, making it more attractive for entrepreneurs to issue these securities (La Porta et al. 2000) .
Countries that protect shareholders have more valuable stock markets, larger numbers of listed securities per capita, and a higher rate of IPO (initial public offering) activity than do the unprotective countries (La Porta et al. 1997) .
Real consequences
Investor protection influences the real economy (La Porta et al. 2000) . For example, high investor protection supports financial development and can accelerate economic growth by (1) enhancing saving, (2) channeling these savings into real investment and thereby foster capital accumulation, and (3) allowing capital to flow toward the more productive uses, and thus improve the efficiency of resource allocation (Beck et al. 2000) .
Country-level legal institutions are crucial elements in explaining capital market development (La Porta et al. 2000; Shleifer and Wolfenzon 2002) .
A linkage between investor protection and earnings quality
The extent of investor protection varies greatly around the world. Shleifer and Vishny (1997) state that in some countries such as the United States, Japan, and Germany, the law protects the rights of at least some investors and the courts are relatively willing to enforce these laws. But even in these countries, the legal system leaves managers and controlling owners with considerable discretion to manage reported earnings in order to mask true firm performance and to conceal their private control benefits from outsiders. In most of the rest of the world, the extent of investor protection is less protective and courts function less well as they consider only the clearest violations of investor rights. As a result, legal protection alone becomes insufficient and accounting information such as earnings cannot reflect the "true" economic performance.
The quality of reported earnings in a country could be low because of a complex interaction among managerial motivation, accounting standards, and investor protection. For example, managers are motivated to manipulate earnings, and they can do this either because accounting standards allow substantial flexibility, accounting standards do not exist to specify accounting principles related to some areas of business activity, or accounting standards, though rigorous, (2003) find that an increase in overall earnings opacity in a country is linked to an increase in the cost of equity and a decrease in trading in the stock market of that country. Ali and Hwang (2000) document that earnings in the U.S. is more value relevant than earnings in other countries because of the differences in country-specific factors. Hung (2001) concludes that shareholder protection improves the effectiveness of accrual accounting. Ball et al. (2000) document that an important difference between common-law and code-law countries is the manner of resolving information asymmetry between managers and potential users of accounting income, including debt and equity investors, employees, suppliers and customers. These prior studies show the importance of an individual country's investor protection on the quality of accounting information. However, they focus on one aspect of earnings attributes 11 such as earnings smoothness or value relevance of earnings. Hence, this study extends prior research by examining four accounting-based earnings attributes and exploring the effect of investor protection on the quality of earnings (proxied by these four earnings attributes) across countries.
The purpose of this study is to examine the linkage between investor protection and reported earnings quality. Establishing such a link provides evidence of the role of investor protection in improving earnings quality. Research on a linkage between investor protection and earnings quality is beneficial. First, a financial reporting system supported by strong governance, high quality standards, and sound regulatory framework is a key to economic development (Wong 2004) . High earnings quality reduces the risk to shareholders, creditors, and other contracting with the firm and plays an integral role in contributing to a country's economic growth and financial stability. Second, differences in legal institutions can affect the usefulness of accounting income numbers. For example, one reason why the usefulness of earnings and the 11 Francis et al. (2004) examine seven earnings attributes: accruals quality, persistence, predictability, smoothness, value relevance, timeliness, and conservatism. They characterize the first four attributes as accounting-based because they are typically measured using accounting information only. The last three attributes were characterized as market-based because proxies for these constructs are typically based on relations between market data and accounting data. This study employs the first four earnings attributes.
role of earnings in firm valuation may not generalize internationally relates to the differences in earnings quality as affected by these differences.
Contribution
This study contributes to the accounting literature in the following ways. First, prior research has focused on cross-country differences in the properties of earnings (e.g., Alford et al. 1993; Ball et al. 2003; Ali and Hwang 2000) using one aspect of earnings attributes. This study is one of the first to explore cross-country differences in the properties of reported earnings using four accounting-based earnings attributes to draw a conclusion of earnings quality. Second, this study extends prior studies such as DeFond et al. (2004) 
PRIOR RESEARCH
Previous research related to the effects of legal protection of investors on accounting-based earnings attributes is relatively rare. There are some recent studies using individual countries as the unit of analysis to examine the effects of certain legal institutional variables on (1) earnings management (Leuz et al. 2003; Ashbaugh and LaFond 2003; Fulkerson et al. 2004; Haw et al. 2004) , (2) (2004) indicate that the foundation for accounting related studies involving the legal protection of investors is La Porta et al. (1997 Porta et al. ( , 1998 Porta et al. ( , and 2000 . La Porta et al. (1997) use a sample of 49 countries and document that countries with poorer investor protection, measured by both the character of legal rules and the quality of law enforcement, have smaller and narrower capital markets. Using the same sample of 49 countries, La Porta et al. (1998) examine legal rules covering protection of corporate shareholders and creditors, the origin of these rules, and the quality of their enforcement. They document that common-law countries generally have the strongest and French-civil-law countries the weakest, legal protection of investors, with German-and Scandinavian-civil-law countries located in the middle. La Porta et al. (2000) describe the differences in laws and the effectiveness of investors' enforcement across countries, discuss the possible origins of these differences, summarize their consequences, and assess potential strategies of corporate governance reform. They argue that the legal approach is a more fruitful way to understand corporate governance and its reform than the conventional distinction between bank-centered and market-centered financial systems. Leuz et al. (2003) examine systematic differences in earnings management across 31 countries and find that earnings management decreases in investor protection because strong protection limits insiders' ability to acquire private control benefits, thereby reducing their incentives to mask firm performance. Bhattacharya et al. (2003) construct an overall earnings opacity 12 measure using three dimensions of reported accounting earnings across 34 countries:
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earnings aggressiveness, loss avoidance, and earnings smoothing. They document that an increase in overall earnings opacity in a country is linked to an economically significant increase in the cost of equity and an economically significant decrease in trading in the stock market of that country. Ashbaugh and LaFond (2003) investigate whether the quality of working capital accruals differs systematically in international markets and whether differences in quality are associated with firm-specific and institutional factors that drive the demand for accounting information. They find that legal environment and the alignment between tax and book reporting are a significant determinants of working capital accruals quality. Fulkerson et al. (2004) highlight important legal, political, and cultural dimensions along with common law and code law countries and formulate testable hypotheses about how these differences are likely to influence earnings management and earnings quality. Their results indicate that earnings management is lower and earnings quality is higher in common law countries than in code law countries. Haw et al. (2004) examine the role of both legal and extra-legal institutions in limiting income management and document that a common law tradition and an efficient judicial system subsume the effects of the other legal institutions, and that a high rate of tax compliance subsumes the effects of the other extra-legal institutions in curbing insider income management.
Ali and Hwang (2000) explore the relationship between measures of the value-relevance of financial accounting data and several country-specific factors. They find that value relevance of 12 They define the earnings opacity of a country as the extent to which the distribution of reported earnings of firms in that country fails to provide information about the distribution of the true, but unobservable, economic earnings of firms in that country. financial reports is lower for countries where (1) the financial systems are bank-oriented rather than market-oriented, (2) private-sector bodies are not involved in the standard-setting process, (3) accounting practices follow the Continental model as opposed to the British-American model, (4) tax rules have a greater influence on financial accounting measurements, and (5) spending on auditing services is relatively low. Hung (2001) shows that the use of accrual accounting (versus cash accounting) negatively affects the value relevance of financial statements in countries with weak shareholder protection. This negative effect, however, does not exist in countries with strong shareholder protection.
Ball et al. (2000) characterize the 'shareholder' governance models of common law countries as resolving information asymmetry by public disclosure while the 'stakeholder' governance model of code law countries resolves information asymmetry through private communication.
Accounting income in code law countries is directly linked to current payouts (to employees, managers, shareholders, and governments) and they find that it is less timely, particularly in incorporating economic losses. Their results show that the demand for accounting income in different institutional contexts causes its properties to vary internationally. Guenther and Young (2000) investigate how cross-country differences in financial accounting standards affect the relation between financial accounting earnings and real economic value-relevant events that underlie those earnings. They find that accounting earnings in the UK and the US are more closely related to underlying economic activity than accounting earnings in France and Germany because of (1) differences in legal systems and the demand for accounting information, (2) differences in legal protection for external shareholders, and (3) differences in the degree of tax conformity in our sample countries. Ball et al. (2003) examine properties of accounting income in four East Asian countries whose standards derive from common law sources (U.K., U.S., and IAS). Using timely recognition of economic income (particularly losses) as a proxy for financial reporting quality, they document that earnings timeliness of these East Asian countries is not higher than that of code law countries. DeFond et al. (2004) examine the information content of annual earnings announcements in 26 countries and find that they are more informative in countries with stronger legal institutions that protect investors' rights. They also document that annual earnings announcements are more informative in countries with higher quality earnings, better enforced insider trading laws, or more value relevant earnings; and that annual earnings' announcements are less informative in countries with more frequent interim financial reporting.
In sum, prior studies investigate the effects of certain legal institutional variables on earnings management, value relevance of earnings, and informativeness of reported earnings. The value relevance literature examines associations between economic income, measured using equity returns, and accounting numbers such as earnings and reveals which countries experience greater associations between accounting numbers and equity returns. The earnings management literature investigates the effect of institutional factors on earnings management across countries.
The informativeness of reported earnings literature shows the potential causes of variation in earnings informativeness around the world. However, all of these studies consider only one attribute of earnings such as earnings smoothness. This study explores four attributes of earnings in order to draw a conclusion of earnings quality and show how institutional factors affect the quality of earnings around the world.
EARNINGS ATTRIBUTES MEASURES
In this section, four earnings attributes are described with an explanation of how prior research has characterized each attribute. The four earnings attributes are accruals quality, earnings persistence, earnings predictability, and earnings smoothness.
Accruals quality
Several measures to assess earnings quality indicate that earnings which maps more closely into cash is more desirable (e.g. Francis et al. 2004; Penman 2001; Harris et al. 2000) . (1) as it refers to the extent to which working capital accruals map into operating cash flow realizations. Large (small) values of SRESID correspond to lower (higher) accruals quality and lower (higher) earnings quality.
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Variable CFO is available as a data item for US firms as it is required by SFAS No. 95, but not for all non-U.S. firms. Thus, in case the statement of cash flows is not available, this study estimates variables of CFO as the difference between reported earnings and accruals consistent with Leuz et al. (2003) for non-U.S. firms. Kormendi and Lipe (1987) use firm-level regressions of current earnings on last year's earnings to estimate the slope coefficient estimates of earnings persistence. This study employs the measure in Kormendi and Lipe (1987) and uses the following equation:
Earnings Persistence
Where:
Earn j,t = Firm's j earnings before extraordinary items in year t.
The measure capturing earnings persistence is based on the slope coefficient estimate (δ 1 ) from equations (2). Values of δ 1 close to one (or greater than one) indicate highly persistent earnings while values close to zero imply highly transitory earnings. Persistent earnings are viewed as higher quality, while transitory earnings are viewed as lower quality.
Earnings Predictability
Lipe (1990) provides a measure of earnings predictability as it is reflected in the variance of the earnings shocks (as variance increases, the predictability decreases). Francis et al. (2004) also follow his study by measuring earnings predictability using the square root of the estimated error variance from the earnings persistence equation. In this study, earnings predictability is calculated using the square root of the error variance from equation (2). Predictability is: 
Earnings Smoothness
Wysocki (2004) suggests a measure of earnings quality using closeness-to-cash as a benchmark because it provides a direct benchmark for the absolute magnitude of "economic income." He states that while discretionary accruals models control for firm and industry characteristics, they fail to identify a benchmark for the underlying "economic income" that is being managed. Leuz et al. (2003) 
INVESTOR PROTECTION MEASURES
This study employs eight institutional characteristics from La Porta et al. (1997 Porta et al. ( , 1998 ) and defines them as investor protection proxies: (1) antidirector rights, (2) efficiency of the judicial system, (3) rule of law, (4) corruption index, (5) ratio of the stock market capitalization held by minorities to gross national product, (6) ratio of the number of domestic firms to the population, (7) ratio of the number of initial public offerings of equity to the population, and (8) ownership concentration. La Porta et al. (1998) use proxies 2, 3, and 4 to measure the level of legal enforcement in different countries. Leuz et al. (2003) use proxies 5, 6, and 7 to proxy the importance of equity markets across countries. However, this study considers these proxies individually and uses them to characterize the sample countries into three distinct clusters using K-means cluster analysis. Table 1 presents eight investor protection proxies of the sample countries. The following sections explain how prior research has characterized these eight proxies.
Antidirector Rights
Following La Porta et al. (1998) , this study defines antidirector rights using an index aggregating shareholder rights. This index is formed by adding 1 when (1) the country allows shareholders to mail their proxy vote to the firm, (2) shareholders are not required to deposit their shares prior to the general shareholders' meeting, (3) cumulative voting or proportional representation of minorities in the board of directors is allowed, (4) an oppressed minorities mechanism is in place, (5) the minimum percentage of share capital that entitles a shareholder to call for an extraordinary shareholders' meeting is less than or equal to 10 percent (the sample median), or (6) share holders have preemptive rights that can be waived only by a shareholders' vote. Table 1 presents the index ranges from zero to six, with higher scores implying stronger antidirector rights and better investor protection.
Law Enforcement: Efficiency of Judicial System
Based on La Porta et al. (1998 Porta et al. ( , 2000 , efficiency of the judicial system is an index ranging from zero to ten representing the average of investors' assessment of conditions of the judicial system in each country between 1980 and 1983. Table 1 presents the index ranges from zero to ten, with higher scores implying greater legal enforcement and better investor protection.
Law Enforcement: Rule of Law
Based on La Porta et al. (1997 Porta et al. ( , 1998 , rule of law is an index ranging from zero to ten representing the average of investors' assessment of the law and order tradition in each country. 
Law Enforcement: Corruption Index
Based on La Porta et al. (1998 Porta et al. ( , 2000 , corruption index is an index ranging from zero to ten representing the average of investors' assessment of corruption in government in each country between 1982 and 1995. Table 1 presents the index ranges from zero to ten, with higher scores implying greater legal enforcement and better investor protection.
Importance of Equity Market: External Cap/GNP Ratio
Based on La Porta et al. (1997) , External Cap/GNP ratio is the ratio of the stock market capitalization held by minorities to gross national product for 1994. The stock market capitalization held by minorities is computed as the product of the aggregate stock market capitalization and the average percentage of common shares not owned by the top three shareholders in the ten largest non-financial, privately-owned domestic firms in a given country. 15 This study uses this ratio to measure the importance of the equity market in each country. Table 1 presents the ratio, with the higher values indicating the greater importance of the stock market and better investor protection.
Importance of Equity Market: Domestic Firms/Pop Ratio
Based on La Porta et al. (1997) , Domestic Firms/Pop ratio is the ratio of the number of domestic firms listed in a given country to its population (in millions) in 1994. 16 This study uses this ratio to measure the importance of the equity market in each country. 
Importance of Equity Market: IPOs/Pop Ratio
Based on La Porta et al. (1997) , IPOs/Pop ratio is the ratio of the number of initial public offerings of equity in a given country to its population (in millions) for the period of 1995:7-1996:6 17 domestic firms listed in a given country to its population (in millions) in 1994. 18 This study uses this ratio to measure the importance of the equity market in each country. Table 1 presents the ratio, with the higher values indicating the greater importance of the stock market and better investor protection.
Ownership Concentration
Following La Porta et al. (1998) , this study views ownership concentration as the median percentage of common shares owned by the three largest shareholders in the ten largest nonfinancial domestic firms by large shareholders. Table 1 presents the median percentage of each country, with the lower ownership concentration reflecting better investor protection.
In sum, this study uses these eight investor protection proxies to group sample countries with similar institutional characteristics. These proxies are standardized to z-scores and a k-means cluster analysis with three distinct clusters is conducted. This approach is similar to that of Leuz et al. (2003) 19 except that this study does not include a disclosure index as it is likely that this index is highly correlated to each country's earnings attributes. Leuz et al. (2003) consider the K-means cluster analysis based on nine institutional variables from La Porta et al. (1997 Porta et al. ( , 1998 . They standardize nine variables to z-scores and use a k-means cluster analysis to classify 31 countries into three distinct country clusters. three distinct clusters. Consistent with results in Leuz et al. (2003) , Table 2 , Panel C shows that all cluster membership of countries (except South Africa, Malaysia, and Taiwan) in this study is similar to that of Leuz et al. (2003) .
HYPOTHESIS DEVELOPMENT
This section develops hypotheses related to the linkage between investor protection and various measures of earnings quality. To provide evidence on the systematic patterns in earning quality across groups of countries with similar institutional characteristics, this study constructs an overall summary measure of earnings quality using all four earnings attributes. This summary is called an aggregate earnings quality measure and is computed by averaging the country rankings for the four individual earnings attributes. Leuz et al. (2003) show descriptive evidence on the systematic patterns in earnings management across groups of countries with similar institutional characteristics and find that earnings management decreases in investor protection because strong protection limits insiders' ability to acquire private control benefits, which reduces their incentives to mask firm performance. Dechow and Dichev (2002) relate earnings management (captured by working capital accruals quality) to the quality of earnings (captured by earnings persistence) and find that firms with the highest quality working capital accruals have more persistent earnings than firms with the lowest quality working capital accruals. Thus, this study hypothesizes that earnings quality is expected to be lower in countries whose institutional characteristics provide weaker investor protection. The second hypothesis stated in alternative form is:
H2: Earnings quality is expected to be lower in countries whose institutional characteristics provide weaker protection of investors than in countries with
stronger investor protection.
SAMPLE AND RESEARCH DESIGN

Sample
This study selects all firm-year observations in all countries that have the required financial data to estimate all empirical models in this study. Following La Porta (1997 Porta ( , 1998 Porta ( , and 2000 , this study begins with the same 49 countries as in these studies and eliminates countries with fewer than 200 firm-year observations to compute each of the firm-level variables in the analysis. Each firm must have income statement and balance sheet information for at least three consecutive years. Finally, this study trims the top and bottom 1 percent of the sample with respect to total current accruals and net income. Table   3 , Panel A presents the final sample of 33 countries over the period [1995] [1996] [1997] [1998] [1999] [2000] [2001] [2002] . Table 3, Panel B shows all firm-year observations for each legal origin over the period 1995-2002.
Research Design: Descriptive Statistics
In order to test hypotheses 1 and 2, this study takes the following steps. First, a k-means cluster analysis is used to group countries by their level of investor protection, based on the institutional characteristics discussed earlier. Second, each of the four earnings attributes is measured for the companies in the sample and averaged by country. Each country's earnings attribute measure is then assigned to its investor protection cluster. Clusters with lower levels of investor protection should have the least favorable values of these attributes, and vice-versa. 20 Finally, each of the four earnings attributes is ranked across countries to form an aggregate earning quality (EQ) score. This earnings quality score is the average rank across all four earnings attribute measures. The sign in the column heading in Table 4 indicates whether higher scores for the respective earnings attribute measure imply high earnings quality (+) or less earnings quality (-). As before, each country's aggregate earnings quality score is then assigned to that country's investor protection cluster. Clusters with lower levels of investor protection should have lower earnings quality, and vice-versa. Table 5 presents pervasiveness of earnings attributes and earnings quality by cluster. 20 Least favorable values of the four earnings attributes are low accruals quality, low earnings persistence, less predictable earnings, and high earnings smoothness.
Research Design: Multivariate Analysis
This study uses multivariate regressions to examine the relation between each of the earnings attributes and investor protection and between aggregate earnings quality measure and investor protection as follows: Private control benefit variable is included to examine the incremental impact of private control benefits on earnings quality. Since Leuz et al. (2003) find the positive association between earnings management and private control benefits. Thus, this study includes this private control benefit variable as a control variable for EQ1 and EQ4 and as another independent variable for the rest. Table 6 presents multivariate regressions of the effect of investor protection on each of the earnings attributes and earnings quality.
CONCLUSIONS
This study attempts to explore the relationship between cross-country differences in the quality of reported earnings (proxied by four accounting-based earnings attributes) and investor protection with the hypotheses that (1) 
Appendix 1 Earnings Quality Definitions and Measures
This appendix describes how prior research studies define and measure the quality of earnings.
Definitions of Earnings Quality
Measures Article (s)
Firms with high accruals quality will have high earnings persistence, which refers to high earnings quality.
-Accruals quality -Earnings persistence Dechow and Dichev (2002) Earnings is of good quality if it has high accruals quality and high earnings response coefficient.
-Accruals quality -Earnings response coefficient (ERC)
Balsam et al. (2003) Earnings is of good quality if it has high accruals quality or less absolute abnormal accruals -Accruals quality -Modified Jones [1991] Francis et al. (2003) Earnings is of good quality if it has high accruals quality, which refers to the effects of changes in accounting estimates (i.e. accruals) -Accruals quality Myers et al. (2003) Earnings quality is defined as the likelihood that a firm can sustain current earnings in the future.
-Earnings persistence Beneish and Vargus (2002) Earnings is of good quality if it is a good indicator of future earnings, which refers to "substantial earnings".
-Earnings persistence Penman and Zhang (2002) Earnings is of good quality if it is high persistent.
-Earnings persistence Richardson (2003) Earnings is of good quality if it has a low level of earnings volatility, which refers to high predictive ability of earnings.
-Earnings predictability Bricker et al. (1995) Earnings quality is defined as the extent to which a firm's past earnings is associated with its future cash flows.
-Earnings predictability Mikhail et al. (2003) Earnings is viewed to be of high quality if it is characterized by less evidence of earnings management, more timely recognition of bad news, and a higher association with share price. High earnings quality is in the sense that earnings is less likely to distort firms' underlying economic performance.
-Earnings management measures based on Leuz et al. (2003) Defond et al. (2004) Earnings is of good quality if it has more timely loss recognition.
-Timely loss recognition Ball and Shivakumar (2004) Quality of earnings is defined as the relationship between profitability and cash generating ability. • Antidirector rights index indicates how easy it is for shareholders to exercise their voting right. This index is the antidirector right index constructed by La Porta et al. (1998) . This index is formed by adding 1 when (1) the country allows share holders to mail their proxy vote to the firm, (2) shareholders are not required to deposit their shares prior to the general shareholders' meeting, (3) cumulative voting or proportional representation of minorities in the board of directors is allowed, (4) an oppressed minorities mechanism is in place, (5) the minimum percentage of share capital that entitles a shareholder to call for an extraordinary shareholders' meeting is less than or equal to 10 percent (the sample median), or (6) share holders have preemptive rights that can be waived only by a shareholders' vote. The index ranges from zero to six, with higher scores for stronger shareholder rights.
• Efficiency of the judicial system is an index ranging from zero to ten representing the average of investors' assessment of conditions of the judicial system in each country between 1980 and 1983, with higher scores implying greater law enforcement. This index is based on La Porta et al. (1998 Porta et al. ( , 2000 .
• Rule of law is an index ranging from zero to ten representing the average of investors' assessment of the law and order tradition in each country, with higher scores implying greater law enforcement. This index is based on La Porta et al. (1997 Porta et al. ( , 1998 .
• Corruption index is an index ranging from zero to ten representing the average of investors' assessment of corruption in government in each country between 1982 and 1995, with higher scores implying greater law enforcement. This index is based on La Porta et al. (1998 Porta et al. ( , 2000 .
• External Cap/GNP ratio is the ratio of the stock market capitalization held by minorities to gross national product for 1994. The stock market capitalization held by minorities is computed as the product of the aggregate stock market capitalization and the average percentage of common shares not owned by the top three shareholders in the ten largest non-financial, privately-owned domestic firms in a given country. A firm is considered privately owned if the State is not a known shareholder in it. Source: Moodys International, CIFAR, EXTEL, WorldScope, 20-Fs, Price-Waterhouse, and various country sources. This ratio is based on La Porta et al. (1997) and used to measure the importance of equity market in each country, with the higher values indicating the greater importance of the stock market.
• Domestic Firms/Pop ratio is the ratio of the number of domestic firms listed in a given country to its population (in millions) in 1994.
Source: Emerging Market Factbook and World Development Report 1996. This ratio is based on La Porta et al. (1997) and used to measure the importance of equity market in each country, with the higher values indicating the greater importance of the stock market.
• IPOs/Pop ratio is the ratio of the number of initial public offerings of equity in a given country to its population (in millions) for the period of 1995:7-1996:6. This ratio is based on La Porta et al. (1997) and used to measure the importance of equity market in each country, with the higher values indicating the greater importance of the stock market.
• The ownership concentration is measured as the median percentage of common shares owned by three largest shareholders in the ten largest non-financial domestic firms by large shareholders (La Porta 1998). The median percentage of each country implies the legal protection, with the higher concentration for poor legal protection.
Table 2 Institutional Clusters
The table presents results from a k-means cluster analysis using three distinct clusters and eight investor protection proxies from La Porta et al. (1997 Porta et al. ( , 1998 Porta et al. ( , 2000 . See Table 1 for details. The investor protection proxies are standardized to z-scores when this study performs a k-means cluster analysis. Panel A reports the means of the investor protection variables by cluster. Panel B reports the cluster membership for the 33 sample countries based on the cluster analysis performed on the proxies in Panel A. CD (CM) indicates a code-law (common-law) tradition. Panel C reports a comparison of the cluster membership of countries in this study and that in Leuz et al. (2003) 
Definitions:
• Accruals quality is the accrual estimation errors using the residuals from firm-specific regressions of changes in working capital on last year, present, and one-year ahead cash flows from operations (all scaled by beginning total assets) consistent with Dechow and Dichev (2002) • Earnings persistence is the slope coefficient estimates from firm-specific regressions of current earnings on last year earnings (both scaled by beginning total assets). 
• Earnings predictability is the square root of the error variance from earnings persistence equation. • Earnings smoothness is the ratio of the firm-level standard deviation of operating cash flows to the standard deviation of earnings (both scaled by beginning total assets). • Aggregate earnings quality score is the average rank across all four earnings attributes. The sign in the column heading indicates whether higher scores for the respective earnings attribute measure imply more earnings quality (+) or less earnings quality (-). (1) Antidirector rights index indicates how easy it is for shareholders to exercise their voting right. The index ranges from zero to six, with higher scores for stronger shareholder rights, (2) Efficiency of the judicial system is an index ranging from zero to ten representing the average of investors' assessment of conditions of the judicial system in each country, with higher scores implying greater law enforcement, (3) Rule of law is an index ranging from zero to ten representing the average of investors' assessment of the law and order tradition in each country, with higher scores implying greater law enforcement, (4) Corruption index is an index ranging from zero to ten representing the average of investors' assessment of corruption in government in each country between 1982 and 1995, with higher scores implying greater law enforcement, (5) External Cap/GNP ratio is the ratio of the stock market capitalization held by minorities to gross national product. This ratio is used to measure the importance of equity market in each country, with the higher values indicating the greater importance of the stock market, (6) Domestic Firms/Pop ratio is the ratio of the number of domestic firms listed in a given country to its population (in millions). This ratio is used to measure the importance of equity market in each country, with the higher values indicating the greater importance of the stock market, (7) IPOs/Pop ratio is the ratio of the number of initial public offerings of equity in a given country to its population (in millions). This ratio is used to measure the importance of equity market in each country, with the higher values indicating the greater importance of the stock market, (8) Ownership concentration is measured as the median percentage of common shares owned by three largest shareholders in the ten largest nonfinancial domestic firms by large shareholders. The median percentage of each country implies the legal protection, with the higher concentration for poor legal protection.
